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THE CURRENT READJUSTMENT PERIOD 


N March 1957 real estate activity fell below our long-term computed normal 
| for the first time in 14 years. In April 1957 it dropped further below the 

normal, and in May still further below. On May 28, 1957, in my “As I See 
It” Bulletin, I suggested that we had probably reached the end of an era, that the 
long real estate boom of the 1940’s and 1950’s was over. In succeeding months 
real estate activity has fallen further, developing the typical pattern thus far 
which was developed after the end of each real estate boom in the past. I pointed 
out last May that when real estate activity dropped below our normal line after an 
extended real estate boom in the past, it stayed below normal for an extended 
period. The shortest period in the past 100 years was slightly more than 6 
years. By this I do not mean that real estate activity continued to sink for that 
long a period, because this is not true. In several periods it has gone down for 
about 335 years and then started up, but the upward movement was not too rapid 
and not without some setbacks. 


If we measure the decline in real estate activity from the highest peak in the 
real estate boom to the lowest point reached in the readjustment period, we get 
a somewhat different picture. The table below shows, for the last four cycles, 
the elapsed time from the peak of the real estate activity boom to the lowest point 
in the readjustment period. 


LENGTH OF DROP IN REAL ESTATE ACTIVITY 


Lowest point in 
Peak of boom readjustment Elapsed time 


Apr. 1872 June 1878 6 yrs. 2 mos. 
Oct. 1888 July 1898 9 yrs. 9 mos. 
Feb. 1906 Nov. 1918 12 yrs. 9 mos. 
Sept. 1925 Nov. 1933 8 yrs. 2 mos. 


It has now been 11 years 9 months since real estate activity reached its peak in 
1946, which might indicate that a considerable part of the real estate activity ad- 
justment is already behind us, although it would not be surprising, based on past 
experience, for real estate activity to drop at least during all of 1958 and 1959. 


When I first suggested in May of last year that the real estate boom was over 
and that we had entered the period of readjustment, I was considered an arch- 
pessimist, and later was described by the WALL STREET JOURNAL as being 
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“out on a lonely limb.” In the recent past my solitude is being disturbed, as the 
limb is getting crowded. In fact, the changes in psychology have been such that 
my present opinion on the readjustment period ahead of us might be considered 
relatively optimistic. I have read a number of articles in the recent past which 
are listing similarities between the present decline and other major postwar 
depressions, asking whether the period of readjustment ahead of us might be 
somewhat similar to that of the 1870’s which followed the Civil War, or the 
1930 ’s which followed World War I. 


It may be that in later economic history the readjustment period we are now 
in may be referred to as the readjustment period following World War II, but 
here I think the similarity will probably end. While it is impossible, of course, 
to state categorically that our readjustment will be relatively mild, I believe 
that all of the evidence which we can find at the present time indicates that, while 
our readjustment period will be greater than any other which has occurred since 
the war, it will be far less severe than the big war readjustments of the past. 


Let us look first at the negative side. Why might the present readjustment 
spiral downward into a rather deep and prolonged readjustment period? 


1. It seems to me that the arguments for this point of view would be based 
largely on the fact that this period is following the most prolonged period of war 
inflation which this country has experienced in its history. The big readjust- 
ments in the past have followed war inflations, and if we can assume that un- 
employment and the other negative factors in our economy will cause a sizable 
drop in the general price level, then undoubtedly we can expect a downward spir- 
aling development. 


2. A rigid wage structure in the United States, more or less frozen by wage 
agreements with strong and powerful unions, might cause a profit squeeze on 
employers so great that layoffs and prolonged unemployment might result. Ap- 
parently new automobiles are not readily salable at their current costs, and 
with little opportunity on the part of the manufacturers to reduce these costs, 
the only alternative seems to be a reduction in output with the resulting economic 
distress among the employees. As the work week shortens and as unemployment 
increases, national purchasing power declines, making it still more difficult for 
manufacturers in any line to dispose of merchandise manufactured at high cost. 


In the past one of the stimulants to production after a drop was the decline 
in the cost of production. This. more or less automatic brake on the downward 
move ment is no longer present in a rigid economy. 


In contrast with the factors which might cause the present readjustment to 
develop into a major depression are the following: 


1. In the durable goods field, and particularly in housing, drops in replace- 
ment cost have caused accelerated deciines in the values of the entire housing 
inventory in the big depressions of the past. A 20% drop in construction costs 
not only affected the selling prices of the new buildings coming on the market, 
but caused a drop of a greater percentage in the values of all buildings already 
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standing. Since many buildings in the housing inventory were mortgaged on the 
basis of their values before the drop took place, the new selling price in many 
cases was below the amount of the mortgage. With the type of financing which 
was commonly used in preceding real estate booms, it was impossible to re- 
finance these distress properties, and they were thrown on a disinterested mar- 
ket, either by the owner, in trying to salvage any equity he thought he might 
have, or by the mortgage lender who had taken them through foreclosure. Each 
additional distress property which came on the market reduced selling prices 
still further, and the real estate market spiraled into a tailspin. In the big de- 
pression of the 1930’s, in a 3-year period the selling prices of existing resi- 
dences dropped by more than half. 


It does not seem probable that replacement costs will drop by a large per- 
centage during this readjustment period. The Federal Government is committed 
to a full employment program, and is already discussing various stimulants which 
might be applied in order to stop the decline. All of these stimulants have one 
thing in common; they are a return to inflationary policies. In some way or 
other they all attempt to increase the supply of currency and credit without wait- 
ing for the slower, but more effective, accumulation of savings which ordinarily 
takes place in a period of uncertainty. If enough inflationary pressure is applied 
to the economy, commodity prices will not drop, and replacement cost of typical 
buildings will remain at or close to its present level. 


While the resumption of inflation will bring many problems for the future, 
some in my opinion worse than those we are now trying to avoid, it will prevent 


any radical drop in the value of real estate and any very rapid and large increase 
in the number of foreclosures. 


2. The mortgage pattern at the present time is very different from what it 
was in these earlier major readjustments. Then most properties were financed 
with mortgages made for a specific amount, generally without payoff, for a pe- 
riod of from 3 to 5 years. If a large volume of mortgage financing came up for 
renewal in a period of economic distress and tight money, at least a portion of it 
could not be refinanced, resulting in the rapid increases in foreclosures. The 
two big readjustment periods which we have had in real estate since the Civil 
War have been accompanied by high foreclosure peaks. When we crossed below 
the normal line in real estate activity in 1875, foreclosures were running at 50 
per 100,000 families, and had been high for a period of years. When we crossed 
the normal line in 1929, foreclosures were running in excess of 30 per 100, 000 
families, and had been increasing since 1924. In contrast, when we crossed the 
normal line in 1957, after our real estate boom, foreclosures were running 5.3 
per 100,000 families, and have not exceeded 8 at any time during the past 15 
years. After the big boom of the 1890’s, foreclosures were averaging slightly 
better than 20 per 100,000 families, and the boom of the early 1900’s ended with 
foreclosures at 14. Neither of these last two readjustment periods was severe. 


The historical foreclosure pattern, together with the change in the method of 
mortgage financing, would indicate that the present readjustment will not be in- 
tensified by heavy foreclosures. 


_ 
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3. Residential rents are still advancing, and are now ata record level. This 
is contrary to the experience on residential rents at the end of each real estate 
boom in the past. In 1929 residential rents had been dropping for approximately 
5 years, and continued to drop for the next 5 during the readjustment period. In 
the other big real estate readjustment, the one following the depression of the 
1870 ’s, residential rents had been dropping for 3 years at the time the boom 
ended. In 1893 rents had been dropping for a year and a half, and in 1911 they 
were 4 years past their crest. 


Unless the present business readjustment should be more severe than now 
seems probable, rents will not drop by any great percentage in the foreseeable 
future. 


4. We do not have residential construction costs computed for an actual 
building prior to 1913, and this gives us experience on construction cost figures 
in two cycles only. When the real estate boom ended in 1929 replacement costs 
had been declining for 5 years, and were more than 22% below their peak. In 
contrast, when this last boom ended in 1957, replacement cost was at a new peak 
and still advancing. Since over the long pull changes in replacement cost affect 
the values of all properties already built, there has been no tendency for replace- 
ment cost to lower real estate values. 


5. Accurate figures are available on office building vacancy since 1924, and 
at that time approximately 10% of the office space in the United States was vacant. 
By 1929, when we crossed the normal line, this figure had increased to about 


12%. At the present time only 3. 2% of our office building space is vacant. 


There are only very sketchy figures available on residential vacancy, but 
from such figures as do exist, it had increased for 5 or 6 years prior to 1929, 
and was much greater in 1929 when we crossed the normal line than it is at pres- 
ent. This was particularly true in rental units in multifamily buildings. Today 
very little vacancy exists in multifamily rental units. 


6. When we crossed the normal line in 1929 farm values per acre had been 
declining for 8 years, and forced sales of farms were running at approximately 
15 per 1,000 farms. In contrast, at the present time forced sales are running 2 
per 1,000 of all farms. Tax sales of farms in 1929 were running approximately 
5 per 1, 000 in contrast with 0.7 per 1,000 at the present time. 


' There are many other differences in the situation at the present time but, un- 
fortunately, figures are not available to express these differences on a measured 
basis. In this bulletin Iam attempting to present quantitative reasons why it 
seems probable that the readjustment in real estate, while it will be greater than 
anything we have seen since the end of the war, will be less severe than many of 
the big real estate readjustments we have experienced in the past. 

















